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In a supplement to a report, "Impact cn Trade of
Changes in Taxation of U.S. Citizens Esplcyed Cverseas,"
estimates were provided of U.S. tax liatilities of Asericanms
overseas under a variety of optional taxing methods and cf
revenue that would be lost to the Treasury as a result cf relief
to taxpayers under each of the methods. For more than 50 yeers,
the United States provided a special tax incentive to citizens
employed abroad to promote U.S, exports and ccsmercial
competitiveness. In 197€¢ the Congress enacted apendments vhich
substantially reduced the incentive, Lbut the effective date of
the reduction was postponed. Findingsy/Conclusions: The Ccngress
is presently considering several propcsals for tax relief, each
involving a different cost in lost revenue. The methods of
taxztion involve flat exclusions, variakle exclusicns,
adainistration deductions, and exclusicng with an option of
deductions. Calculations were made for each of these methods
under conditions in which foreign taxes paid are fully credited
ard in which they are partially credited. The methcds range in
the degree of tax incentive or relief which would Le prcvided
frosm $551 million ($3,700 per tax return), cr 82% of the total
tax liability, to $161 million ($1,081 per returm), cr 25% of
the total. As recommended previously, sericus consideration
should be given to providing an incentive fcr cverseas
employment, at least until more effective means for prascting
U.S. exports and cowsercial competitiveness abroad are
isplenented. (HTW)
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BY THE COMPTROLLER GENERAL

Report To The Congress

OF THE UNITED STATES

Revenue Estimates Under

Various Methods Of Taxing
Americans Abroad

In 1976 the Congress substantially reduced a
longstanding tax incentive for citizens em-
ployed abroad. This incentive was designed to
promote U.S. exports and commercial com-
petitiveness. In 1977 the effective date of the
tax incentive reductions was postponed. The
Congress is presently considering the appro-
priate form and level of relief. Until a system
is established for evaluating the effectiveness
of these inceritives and the costs associated
with them, policy formulations and congres-
sional oversight wiil be hindered.

This report provides estimates of revenue
costs to the Treasury (amounts of lost reve-
nue resuiting from the granting of relief)
under s broad range of methods of taxing
Americans abroad. Similar proposed methods
cculd involve about the same amounts of lost
revenue, so rough estimates can be made of
many alternatives not evaluated in this report.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, B.C. 20348

B-137762

To the President of the S:nate and the
Speaker of the House of kepresentatives

This is a supplement to our February 21, 197§, report,
"Impact on Trade of Changes in Taxation of U.S. Citizens
Employed Overseas." It provides estimates of the U.S. tax
liabilities of Americans overseas nnder a variety of op-
tional taxing methods. It also contains estimates of the
amount of revenue that would be lost to the Treasury as a
result of the granting of relief to such taxpayers under
each of these methods.

For more than 50 years, *he United States provided a
special tax incentive to citizens employed abroad to promote
U.S. exports and commercial competitiveness. No system has
been established, however, to evaluate the effectiveness or
the cost of the incentive. 1In 1976 the Congress enacted
amendments which substantially reduced the incentive. A high
degree of uncertainty existed at the time as to what the
revenue impact of the reduction would be. Subsequently, in
response to the wide-spread concern of U.S. citizens and
firms overseas, the effective date of the reduction was
postponed.

The Congress is currently working to establish the
appropriate level and form of the tax relief. Several
proposals have been offered for consideration, and each
involves a different cost in lost revenue. Since each pro-
posal must be costed separately, and the total cost depends
on the interaction of the various elements in it, it is
usually not possible to combine costs of specific elements
from different proposals. For that reason, we have pre-
sented in this report a series of alternatives which
represent a broad range of revenue costs. Proposals which
are similar in effect to the cnes covered here can be pre-
sumed to involve about the same amounts of revenue, so many
alternatives not evaluated in this report can be roughly
costed from the estimates given here.

We obtained the data necessary for preparing these
estimates from 1975 income tax returns. We obtained the
data in February 1978, pursuant to Public Law 95-125,
signed on October 7, 1977. That law provides the General
Accounting Office with access to data contained in income
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tax returns. For the most part, the assumptions we used
ir making the estimates are the same as those used by
Treasury in a 1378 report. 1/

The estimates are projections for one tax year only
and do not take into account the potential secondary effects
of the various methnds of taxing Americans overseas. These
other effects, which may reinforce or diminish the primary
revenue effects, were described in some detail in chapter 6
of our earlier report. Without any tax relief or incentive,
the approximately 150,000 citizens employed abroad would
have a tax liability of about $675 million, an average of
about $4,500 per tax return.

In this report we provide estimates of the tax lia-
bilities of American taxpayers overseas under various meth-
ods of granting them tax relief. These methods consist of
various types of exclusions, deductions, or combinations of
both, They are designed to provide an incentive for over-
seas employment and/or to r2lieve such taxpayers from being
taxed on allowances which merely compensate them for excess
living costs abroad.

We believe, and recommended in our earlier 1eport, that
serious consideration should be given to providing an incen-
tive for overseas employment, at least until more effective
policy instruments for promoting U.S. exports and commercial
competitiveness abroad are identified and implemented. We
believe that, to encourage Americans tc¢ work abroad, some
incentive may be necessary cver and above merely granting
relief from excessive costs. The methods evaluated here were
selected to provide congressional decisionmakers with the
revenue costs and tax liabilities associated with a broad
spectrum of proposals, and do not indicate that we endorse
the adoption cf Une option over another.

The optional methods range in the degree of tax incen-
tive or relief which would be provided from $551 million
($3,700 per tax return), or 82 percent of the total tax
liability, at one extreme to $161 million ($1,081 per re~
turn), or 24 percent of the total tax liability, at the other
extreme.

Due to data limitations, we had to use data and make
assumptions which we recognize to ke less than perfect,

1l/"Taxation of Americans Working Overseas: Revenue Aspects
of Recent Legislative Changes and Proposals,"™ Feb. 1978.
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sometimes biasing the estimates upward, sometimes down-

ward. Nonetheless, we believe the estimates presented in
this report should provide congressional decisionmakers with
broad estimater of tax liabilities under various methods of
taxing Americans abroad and that the estimates are especislly
valid for purposes of comparing relative tax liabilities
under various methods since the same basic assumptiouns and
raw data are used in each.

Ae made our review pursuant to the Budget and Account-
ing Act, 1921 (31 U.S.C. 53) and the Accounting and Auditing
Act of 1950 (31 U.S.C. 67).

We are sending copies of this report to the Direc:or,
OZfice of Management and Budget, to the Secretaries of
Commerce and the Treasury, and to the Commissioner of the

Internal Revenue Service.
/I

mptrcller General
of the United States
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REVENUE ESTIMATES UNDER OPTIONAL METHODS

OF TAXING AMERICANS EMPLOYED QVERSEAS

The United States has taxed the worldwide incoae of
its citizens, with specifically legislated exceptions,
since initiating the Federal Income Tax in 1913. Approx-
imately 150,000 (one-seventh of 1 percent) of the U.S.
civilian work force of about 98 million ar» employed over-
seas. Since 1926 a special tax incentive has been granted
to these employees in order to promote U.S. overseas em-
ployment. It was believed that such employment would pro-
mote U.S. exports and business in foreign markets. 1In 1976
two things occurred which reduced this incentive., First,
the Tax Reform Act of 1976 substantially increased the
tax liability of citizens employed abroad. Second, the U.S.
Tax Court reaffirmed that the full local value of overseas
allowances must be reported.

The effective date of the Tax Reform Act changes was
retroactive to January 1, 1976. However, in May 1977 the
Congress postponed the effective date for one year, or until
January 1, 1977. Later in 1977 the House of Representatives
passed a »ill further extending the effective date of the
changes for an additional year, and the Senate approved a
similar extension in May 1978.

The Internal Revenue Service (iRS) extended, to
August 15, 1978, the deadline for Americans living abroad
to file their 1977 tax returns. The IRS action was prompted
by the strong possibility that the rules for 1977 would be
changed, but not until after the usual June 15 filing dead-
line,.

A number of proposals for further modifying the relief
granted to citizens employed abroad were introduced in late
1977 and early 1978. The Carter admiristration developed a
proposal to adjust taxation of Americans overseas, which
was presented at Weys and Means Committee hearings in Feb-
ruary 1978. The Senate, on May 11, 1978, approved H.R. 9251,
which postponed the effective date of the 1976 amendments
to 1978 and included an amendment adopting a bill proposed
by Senator Ribicoff. Both the administration proposal and
the Senate bill provide relief from extraordinary living
costs abroad; neither provides a flat exclusion as an incen-
tive for overseas employment. On June 29, 1978, a Ways and
Means subcommittee approved a legislative proposal that
would greatly liberalize taxation of Americans overseas.
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Ac this report goes to press, the full Ways and Means Com-
mittee has not voted on the Subcommittee bill, so no date
can be set for a House-Senate conference to resolve their
differences.

The Congress is not routinely informed of the effective-
ness or cost of overseas employment tax incentives. 1In fact,
there is no system in place for evaluating the effective-
ness, the cost, or the economic impact of changes in the
incentive, Accordingly, at the time the law was amended in
1976, it was not clear what effects the changes would have.

To enable the Congress to improve its oversight of
this, in our February report we recommended that a system be
established for evaluating and periodically reporting to
the Congress the effectiveness of these incentives. The
bill approved by the Ways and Means Subcommittee would re-
quire a report by Treasury to the Congress every 2 years.
The administration proposal also provides this requirement.

Past effort: to address the relative effectiveness
of this incentive have also been hampered by a lack of
reliable information about its revenue costs. For example,
during congressional deliberations over the Tax Reform Acc
of 197€¢, the impact of proposed changes to Section 911 was
significantly underestimated. The Treasury Department esti-
mated that the changes would result in additional tax
revenues of $44 million in fiscal year 1977. Recognizing
that the estimate was based on incomplete and outdated in-
formation, Treasury initiated a special project to secure
better estir-~*2s, based on 1975 income tax return data. 1In
its report, "Taxation of Americans Working Overseas: Revenue
Aspects of Recent Legislative Changes and Proposals," issued
in February 1978, Treasury increased its estimate of the ad-
ditional tax revenue resulting from the Tax Reform Act
changes to about $318 million.

Revenue costs have been a matter of particular focus in
congressional deliberations to date. Most of the proposals
for changing the present level or form of tax relief for
citizens employed overseas have been costed out on an ad
hoc basis. 1In table A, we provide estimates of the revenue
costs associated with a variety of forms of tax relief and/
or incentive, on a graduated basis, for citizens employed
abroad. 1In the series of tables that follow (tables B
through K), we provide estimates ofTthe U.S. tax liabilities
of Americans abroad, by groups of countries and by classers
of income, under each method. Assumptions used in program.ng
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these estimates are described in "Notes to Tables," pages
19 to 25. The advantages and disadvantages of each method
are discussed more fully in chapter 7 of our earlier report.

We first estimated overseas taxpayers' liabilities
assuming no relief other than the fore.gn tax credit and
then estimated their tax liabilities uader the various
methods. The difference between the total tax liability, as-
suming no relief, and the total liability under a particular
method is the revenue cost to the Treasury ascaciated with
that method. These revenue costs are summarized in table A.

Table A

Revenue Costs Under Various

Methods of Taxina Americans Abroad

1975 practice (note a) $516 million
1975 1law (note a) $450 million
1976 law (note a) $175 million

If foreign taxes paid are
Fully creaitqg Partially credited

(millions)

Flat exclusions (note b):

$10,000 $305 $207
20,000 453 349
30,000 518 442
40,000 551 502
Variable exclusions (note c):
Alone $240 $l6l
Plus $10,000
flat exclusion 432 326
Plus $15,000 481 385
Plus $20,000 513 433
Administration
deductions (note d):
Alone $246 $184
Plus cost of living allow-
ance (COLA) (note e): 304 225
Plus annual home leave 280 210
Plus COLA and annual
home leave 332 248
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If foreign taxes paid are
Fully credited Partially credited
(millions)

Administration deductions
--itemized (note f):
Alone ‘ $229
Plus COLA 288
Plus annual home leave 264
Plus COLA and annual
home leave 318

Exclusions with option
of deductions (note g):
$20,000 exclusion off
top with option of
administration deduc-
tions plus COLA and
annual home leave $461 $358

$20,000 exclusion off
bottom with option of
administration deduc-
tions plus CULA and
annual home leave 374 285

a/See below and table B,

b/See p. 6 and tables C and D.

c/See p. 9 and tables E and F.

d/See p. 12 and tables G and H.

e/COLA is a flat amount computed at a GS-12, step 1 salary.
f/see p. 15 and table J.

g/See p. 17 and table K.

In table B, we first provide estimates of the tax
iiabilities of Americans overseas assuming no relief other
than the foreign tax credit. We then provide estimates
assuming first, 1975 practice (that is, the practice of
taxpayers in 1975 before the Tax Reform Act was passed,
and with under-reporting of allowances); second, 1975
law, that is, also pre-Tax Reform Act law, but with full
reporting of aliowances; and third, 1976 law (that is,
law as outlined in the Tax Reform Act, and with full
reporting of allowances). In its February report, Treas-
ury's estimates under these same sets of assumptions are
somewhat higher due to differences in programing. Except
as outlined in "Notes to tables,"™ our assumptions and use
of raw data are the same as Treasury's.



(*amoouy papnIox3 03 aTqeINqIIlle saxel ubraioy 103 ITPaId JO Aduemolre

APPENDIX I

I

APPENDIX

-STQ) °3O0V Wi033y¥ Xl 3yl uyl paurriIno se pred saxej ubraioy 103 3ITPIId TeT3IRg/®
-HuTpuno1 03 INnp ppe 3Iou Aew STRIOY :IION
LPE'E S 976693 90S‘1$ L ¥IT$ 990°T$ 1°6S1$ 0Zs‘v § L-VL9$ Te30L
£50°91 | 2] 24 09v’‘s 6°0£1 £€60°L 8°60T 919‘LT 9°CLZ 000°0S$ 23A0
L6T'L T°SsL vZs‘e v°9z 0LS5°T y°91 z08‘s 0°26 000°05-000°0¥$
o8’y 9°18 86S°1 0°Le L68 1°ST 69€°9 P UNT 000‘0¥-000‘0€$
£09‘Z S°1L wi’t £°1¢e oey 3°1T1 960’V 6711 000‘0€-000°02$
LTS 0°7¢ voe L8 0T ] €0L'T | AR A A 000°0Z-000°0T$
€T $ 8°'0 $ Z1 $ v'o $ Tt $ "0 S 1:44 $ L°LT $ 000‘01$ I3pun
S8P[O SwWwodul
LYE’ES : 9°66¥S 90S‘1$ I 744 990'1$ I°6ST$ 0cs‘vs L°WL9S Te30L
99L°‘T 1°8 8¢c6 £y 0€8 8°¢ 18 G G X £°vT §3113UN0dD 19Ylzo 11V
S08°C L° 1S LIT'T 9°0¢C vLL 1 A 80T’¥ 8°SL elsy
69G6°T 8°LT Z6S L9 8LE 1 3 4 96L'C L°TE edT13y pue Jsed
3TPPTH 19430
€TC’T 8°1T1 0cs 1°s oey A ZBE’T YA X4 eIURddQ
S96°V 1°92 8L0°T 6°01 SyYp’l 9°L L£89'9 1°S¢t ueder
£99°¢L 0°6TT 665°'€ 6°5S 9Z5°1 L°t 0T6°6 0°ps1 (0340) s8TIUNCD
buryaodxg
Wnafoi1lag jo uorly
-eziuebip Jedtajv
pue 2303 9IPPIMW
GEG'E 8°6LT LLL't 718 Lss’1 1°1L ¥P0°‘S " 11 %4 adoing u133183aM
1 4264 / 1 A 22 86L°T £°C¢t 127N §°2¢ Ze’s €°L6 e’ jI93WyY UlIe]
0zZs $ 8°0T § gELE $ L't $ L9 $ 9°L $ L9 $ 8°CT § epeue)
(BUOTTTIN) (suotyTtw) (suotTTIW) (suorTTTW)
AJTITQRTT Te30L AJTITIqRTIY TR30L AJTTTIqeT] T®304 mwﬁﬁﬁanﬁ 1301 butdnoib Xijuno)
abwiaay abwviaay abeiaay abeiaay
(e s30u) mel 9/61 metr SLel ad13dead GL61 JOTT193 ON

pPTed sexe]l, ubiaiod 103 3ITP91) T1Ind

SU9819A0 SUEDIJOWY JO SaTarT[IqelT Xeg

g 2198g



APPENDIX I APPENDIX I

In tables C and D, we provide estimates of the tax
liabilities of Americans overseas assuming flat exclusions
"off the top" oL $10,000, $20,000, $30,000, and $40,000.
We assume, in table C, full credit for foreign taxes paid
and in table D, partial credit (that is, disallowance of
credit for foreign taxes paid on the excluded income).

The chief merit of the flat exclusion approach is that
of simplicity; however, it does not take into account the
fact that costs of living (and therefore compensation)
vary significantly from country to country. While tax-
payers in certain countries would receive what they con-
sider to be adequate relief through an ezclusion of $20,000,
or even $10,000, taxpayers in other countries might still
Zind themselves faced with what they consider "intolerable”
tax burdens.
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The estimates presented in tables E and F are based on
variable exclusions, i.e., exclusions which vary from
country to country, based on certain costs within a country,
but which remain constant for all taxpayers within that
country. For example, all taxpavers in Brazil would be able
to exclude $12,000; while all taxpayers in Saudi Arabia
would be able to exclude $15,000. (Note: The method used to
calculate these amounts is described at the end of this ap-
pendix, in the section entitled, "Notes to tables.") 1In addi-
tion to the variable exclusion abcve, which is taken off the
top, we have provided estimates assuming additional amounts
of §19,000, $15,000, and $20,000 to be excluded. The esti-
mates provided in table E assume full credit for foreign
taxes paid, while those in table F assume partial credit
(again, disallowance of credit for foreign taxes paid on
the excluded income).

The variable exclusion approach--with or without an
additional amount to be excluded as pure incentiv --like
that of the flat exclusion, is one of relative s:..plicity.
In additjon, it takes into account the variation in
costs from country to country.
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The estimates in tables G and H are based on a proposal--
submitted by the administration in February 1978--which uses
a "deductions" approach. In addition to estimates of tax
liabilities assuming only the deductions proposed by the
administration (namely, deductions for education costs,
home-leave transportation costs, and a portion of housing
costs), we provide estimates assuming (1) an additional
deduction for a cost-of-living allowance (COLA), (2) a
deduction for home leave annually instcad of once every 2
years, and (3) both 1 and 2 above. Estimates in table G
assume full credit for foreign taxes paid while those in
table H assume partial credit, as defined previously.

The administration proposal, with or without the
additional deductions, would permit overseas taxpayers to
deduct certain expenses not normally deductible by domestic
taxpayers, thereby providing relief from taxation on amounts
received to compensate for excess costs of living overseas.
It would not provide, however, a specific tax incentive for
Amer icans to work overseas.
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The estimates in table J, like those in tables G and H,
are based on the administration proposal of February 1978.
In table J, however, the deductions-~the additional ones
as well as those proposed by the administration--are treated
as itemized deductions. Such a proposal is somewhat less
generous to overseas taxpayers and, consequently, their tax
liabilities are higher.
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APPENDIX I APPENDIX 1I

Table K contains estimates of tax liabilities assuming
taxpayers have the option of taking the deductions provided
for in the administration proposal, plus the deductions for
a cost-of-living allowance and home-leave transportation
costs annually instead of twice a year, or a flat exclusion
of $20,000. We provide estimates assuming, first, that the
exclusion is to be taken "off the top," and, next, "off the
bottom."” Estimates assuming, first, full credit for foreign
taxes paid, and, then, partial credit for foreign taxes paid,
are included in table K.

While the options approach would provide an incentive
for taxpayers to work overseas in certain countries, in
others it would provide only relief from taxation of certain
allowances designed to compensate for excess costs of living
in those countries.
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NOTES TO TABLES

All the estimates of tax liabilities in tables B through
K, and of revenue costs in table A, are derived from a ropre-
sentative sample of 1975 tax returns filed by taxpaye:s
claiming an exclusion for income earned abroad (as outlined
in Section 911 of the Internal Revenue Code). The sample
was weighted to represent the population of all Americans
filing such returns. To update the information to 1977,
money amounts were inflated by 14.1 percent. To represent
persons not meeting the filing requirements in 1975 but pos-
g8ibly meeting them in 1977 (or under various options), the
number of nontaxable returns and all money amounts on them
were increased by an additional 15 percent.

We used Treasury data files and the basic Treasury com-
puter programs, including almost all of the built-in assump-
tions discussed below, to produce our estimates. We modified
and expanded the programs where necessary to evaluate our
different options, but we adopted the deliberate policy of
making changes only where we had a firm basis for a different
approach. '

U.S. tax rates, and rules regarding deductions and most
other provisions--except those relating to foreign income--
were those in effect for 1977. Holding everything constant
except Section 911 and related provisions is necessary to
isolate the effects of changing these provisions.

One change between 1975 and 1977 was in the relationship
of the foreign tax credit to the standard deduction. The law
prior to the Tax Reform Act permitted foreign tax credits
only to taxpay=rs who itemized deductions. The act allowed
anyone to clai: a foreign tax credit. Treasury kept prior-
law treatment of this provision (for the most part); we be-
lieved, however, that for purposcs of comparing "pure" Sec-
tion 911 changes, the treatment should be that of the Tax
Reform Act. We therefore "imputed™ a standard deduction to
those taxpayers claiming a smaller amount of itemized deduc-
tions in the reported data. This, plus some small refine-
ments in the Treasury program, resulted in a total revenue
gain from repeal of Section 911 of about $70 million less
than Treasucy had calculated, and correspondingly different
revenue changes from the various options.

Treatment of allowances

Treasury assumed that the 1975 returns used as the data
base did not include employer reimbursements for excess housing

19



APPENDIX I APPENDIX I

costs, educational expenses for dependents, and home~leave
travel costs. The basis for this assumption was the wide-
spread taxpayer belief that these allowances were not subject
to U.S. tax, at least not at their local market value. It was
further assumed that all taxpayers should have reported such
allowances with two exceptions: (1) educational allowances
were assumed to have been given only to taxpayers with
depender.ts and (2) one half the taxpayers with less than
$10,000 adjusted gross income (AGI) were assumed not to have
received housing allowances. Reported AGI was, therefore,
increased by the amount of these assumed allowances. Other
allowances, such as cost of living, were assumed to have been
reported.

We adopted these same assumptions in the absence of any-
thing better, but there are certain problems. Some overseas
taxpayers certainly did not receive allowances (the self-
employed, for example), and undoubtedly some reported the al-
lowances they did receive. On the other hand, the way the
housing allowance was calculateé, as discussed below, and
the use of slightly cated State Department data, probably
understated the assumed allowances, especially in the upper
income categories, so errors in the assumptions which over-
state the underreporting of allowances should be ofrsct
somewhat. The level of uncertainty in all this, however,
suggests caution in the use of the estimates, especially in
comparing one income class to another.

The amounts of the assumed allowances for education and
housing were based on the allowances that the State Depart-
ment pays its employees. The education allowance was esti-
mated by multiplying State's allowance (for a 10-month school
year) by one-half of the exemptions in excess of two, on the
assumption that, on average, one-half of the dependents would
be in elementary or secondary school and receiving a reim-
bursement. (The reimbursements were assumed not o cover
postsecondary education.)

The assumed housing aliowance was more complicated.
While the State Department reimburses for the total cost of
housing (up to a limit based on average housing costs in the
area), it was assumed that most private employers reimburse
only for those costs deemed to be in excess of what would
have been spent in the United States. The assumed allowance
was computed as follows: from the State Department's upper
limit of reimbursement for each income class (considered
"actual housing" costs), &1 amount equal to 16-2/3 percent

20
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of "base pay" was subtracted. Base pay was taken to be
inflated reported income, less unearned income and an
assumed 7OLA.

Reimbursed home-leave travel was assumed to be equal
to one round-trip economy-class airfare between the country's
capital c¢city and washington, D.C., every other year for each
exemption (or, for calculation purposes, for one-half of the
reported exemptions on each tax return).

The assumptions behind the education anc¢ home leave
allowances seem as reasonable as could be made with the in-
formation available. The assumed housing allowance presents
several problems, however. There are areas for which the
State Department figures are widely acknowledged to be too
low, e.g., Tokyo and Middle East OPEC countries. For several
such known areas, Treasury chose somewhat arbitrary, higher
amounts--based on figures reported in newspapers or by U.S.
companies and taxpayers--to use for "actual “ousing" costs.
Also, the city of residence is not available in the data
base, so the State Department figures used for each country
were those for the principal city, with costs probably higher
than those for other cities in which Americans live. Further-
more, the method of calculation produces something of an
anomaly for upper-income taxpayers. While there are ceil-
ings on the figures for actual housing costs, there is no
comparable limit on 16~2/3 percent of base pay. Consequently,
thc assuied housing allowances for upper income caxpayers
are progressively smal..er, and the allowances for those with
very high incomes may oe computed to be zero--an unlikely
compensation pattern for most private employees.

However, there are offsetting considerations. Some
of those in the higher income class groups may have been
in those groups because they did report their allowances;
and, presumably, many of the self -employed, who did not
receive allowances, are also in the higher income cate-
gories (to be able to afford the excess living costs). 1In
either case, their reported income should not have been in-
creased by the assumed allowances, and a diminishing housing
allowance should have helped to compensate for this
unquantifiable factor.

Calculations for some options required COLA data. This
was computed based on State Department's "local index" of
living costs other than housing and education, which is used
by many private employe:rs to set COLA's. It shows the typi-
cal living expenses of Americans in various foreign locations,
rated on a scale in which Washington, D.C., equals 100.
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COLA's are generally computed by multiplying the employee's
"spendable income" (excluding housing and education costs) by
the amount by which the index for “his location exceeds 100.
We computed the COLA by multiplying the salary of a GS-12,
step 1, by State's spendable income fractions for that income
level, by the excess of the index over 100 (converted to a
decimal fraction); i.e., we assumed that all income levels
received the same COLA. 1/

Foreign tax credits

To compute U.S. tax liabilities after credits, it is
necessary to know the amounts of foreign tax credits and,
to determine such amounts, a figure for total foreign income
taxes paid is needed. This figure is not available in the
data base, however, so Treasury, through a special sample of
foreign tax credit returns filed by persons claiming the
foreign earned income exemption in 1975, computed an average
effective foreign tax rate by income class for most countries.
For a few countries, the IRS sample could not be used, so a
publication by Price Waterhouse, "Individual Taxes in 80
Countries," was consulted to compute average tax rates for
these countries. The average tax rates for each income class
were applied to reported, inflated, foreign earned income to
compute total foreign taxes assumed to have been paid.

The two sources of foreign tax rates are not entirely
comparable. The IRS data is the effective rate accually
paid, while the Price Waterhouse figures are based on a
reading of the countries' tax laws. Nonetheless, these
appear to be the best sources available.

It was assumed that foreign income taxes were not
imposed on the allowances not reported for U.S. tax purposes
(housing, education, and home-leave allowances). This is
known to be the case in some foreign countries. It was
further assumed that the Tax Court-ordered change in the
handling of these allowances for U.S. tax purposes would
not affect their status under foreign tax systems. While
the latter is a shakier assumption, both seemed necessary
for the sake of consistency in the absence of any better
assumptions.

1/This was the method of computation used by Treasury in
estimating tax liabilities of Americans overseas under
a proposal submitted by Senator Ribicoff.
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Variable exclusion approach

In practice, use of a variable exclusion would probably
require that Treasury determine an exclusion amount for each
foreign country based on State Department data. For purposes
of our estimates of tax liabilities, we constructed exclusion
amounts from data used to compute COLA and housing allowances.
Since these, in turn, come from State Department figures, the
results should be roughly comparable.

The COLA amount discussed previously represents an index
of excess living costs, excluding housing ard education, as-
suming everyone earned the salary of a GS-12, step 1. This
seemed a reasonable starting point for a variable exclusion.
To this amount was added the excess of the State Department's
housing allowance over typical housing costs in Washington,
D.C., for approximately the same income level.

"Administration deductions" approach

The basis for these programs was the administration's
proposal to allow deductions for housing costs in excess
of 20 percent of earned incoma net of actual housing costs;
for school tuition, books, and rcom and board of up to
$4,000 per child; and for one economy-class round trip air-
fare to the United States every other year for each family
member. With this as the basic "administration deductions"
approach, estimates of tax liabilities under various options
(additional deductions and/or itemized deductions instead of
deductions from gross income) were made.

The housing deduction was programed exactly as stated
(the excess of "actual housing” costs over 20 percent of
total income less actual housing costs and less unearned in-
come.) In some cases, this would produce slightly different
results from simply deducting the amount of the assumed
housing allowance previously added to income, but such could
be presumed to happen in actual practice.

The education and home-leave travel deductions were made
equal to the amounts previously added back as assumed allow-
ances. There was no practical way to test the effects of the
limit on the education deduction (since there were no actual
educational expenses to limit). Assuming that 2veryone would
tak: the full home-leave travel deduction may overstate its
effects; Treasury assumed that only 80 percent of the assumed
allowances would be deductible because some people would use
the allowances for other purposes. There are so many
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uncertainties in the calculation of the amount, however,
that we used the full amount of the once-every-other-year
travel deduction. 1In some options, a deduction for annual
home leave was included, and in those cases, we did not as-
sume the full potential deduction, since an annual trip,
even when partially paid for by tax deductions, could amount
to a greater expenditure than many overseas taxpayers would
want to make. For these options, we assumed a deduction
equal to 1.75 times the assumed allowance.

The administration proposal included provisions allowing
taxpayers living in construction camps to exclude the value of
their food and lodging under Section 119 of the Internal Revenue
Code. Based on information from the construction industry,
Treasury estimated that there were about 7,000 persons in this
category, mostly located in the African and Middle East OPEC
countries, and that the average cost of their room and board
was about $5,000. There was no way to identify these persons
in the data base, however, so an approximation was devised.

It was assumed that all 7,000 persons were located in the
African and Middle East countries, where they corstituted

46 percent of overseas American taxpayers. Tax liabilities
for individuals in this region were then computed twice, once
with, and once without, an additional $5,000 deduction. Forty-
six percent of the total liability computed with the extra
deduction, and 54 percent of the liability computed without
the deduction, were added to produce the estimated total
liabilities for this region. (It should be noted that camp
employees were not given the COLA deduction, on the assumption
that they were already being allowed an equivalent deduction.)

Liberalized moving expenses were also a part of the
administration proposal. Treasury computed an extra deduc-
tion to take care of this, calculated by assuming one move
every fourth year, with three-quarters of total foreign moving
expenses attributed to excludable foreign income and therefore
not deductible, and with some assumed average cost of foreign
moves. For calculation purposes, each return was allowed a
deduction equal to one-fourth (or $1,200) of the assumed
moving expenses ($4,800).

In one set of cptions, deductions--other than for moving
expenses and the camp allowance--were considered as itemized
deductions rather than as deductions in computing adjusted
gross income. This has the effect of reducing the amount of
the deductions by part or all of the standard deduction
($2,200 for single taxpayers and $3,200 for married cnes) for
those taxpayers taking the standard deduction. For those
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already itemizing deductions, it has no effect which could
be tested in these programs. Once a taxpayer was able to
itemize because of the foreign deductions, it could be pre-
sumed that he would be able to add to them other deductible
items, such as charitable contributions and State income
taxes. We assumed an arbitrary $1,000 per return in
deductible items.

Treatment of credit for foreign taxes paid

The Tax Refcrm Act of 1976 introduced into the law the
concept of denying a credit for foreign taxes attributable
to income exempt from U.S. tax. The foreign taxes were at-
tributed to the excluded income based on U.S., not foreign,
law; the amount disallowed was to be the share of total
foreign taxes proportionate to the share of U.S. taxes on
the same income. To program this, we used the formula given
in the Technical Corrections Bill: total foreign taxes
times U.S. tax on excluded income divided by the sum of U.S.
tax on excluded income and the foreign tax credit limitation.
This differs slightly from the method used by Treasury in
making its estimates of tax liabilities under 1976 law.

(48010)
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